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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

MARVEL, Judge: Respondent determ ned the foll ow ng
deficiencies and accuracy-rel ated penalties with respect to

petitioner's Federal incone taxes:



Accuracy-rel ated penalty

Year Def i ci ency sec. 6662(a)
1993 $3, 803 $761
1994 17, 323 3, 465

After concessions,! the sole issue? for consideration is whether
certain professional fees incurred by petitioner in connection
with litigation involving a trust of which she was a trustee and

beneficiary were deductible under section 212 or were capital

!Respondent has conceded the followi ng: (a) Petitioner is
entitled to deduct |egal and other professional fees of $5, 806
and |l egal and accounting fees of $2,974 relating to "Rent-Red
Stevens, Inc."” as claimed on petitioner's 1993 return; (b) of the
$1,859 in fees clainmed on petitioner's 1993 return, petitioner is
entitled to deduct $665 on Schedule E and $845 on Schedule A; (c)
of the $13,569 in fees clained on petitioner's 1994 return,
petitioner is entitled to claim$927 on Schedule E; and (d)
petitioner is not |liable for the accuracy-related penalty
aut hori zed by sec. 6662 for either of the years at issue.

Petitioner has conceded the followi ng: (a) Petitioner is not
entitled to charitable contribution deductions in excess of
$1,006 and $6,424 with respect to taxable years 1993 and 1994
respectively; and (b) petitioner's nmedical expenses for the
t axabl e year 1993 total $13,734, not $12,654. Qher adjustments
at issue in this case (i.e., adjustnents to item zed deductions
and dependency exenptions) are conputational .

’Respondent's statenent of the issues presented differs from
petitioner's in one material respect. Respondent states that an
i ssue has been raised concerning the deductibility of the
prof essi onal fees under sec. 162. Petitioner, however, has
stated consistently throughout her opening and reply briefs that
it is not necessary to address whether she was in the trade or
busi ness of being a trustee, preferring instead to argue her case
under sec. 212 and related regul ations. Because petitioner has
not presented any argunent regarding sec. 162, we do not address
it.
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expendi tures under section 263.°® W hold that the professional
fees at issue were capital expenditures under section 263.
FI NDI NGS OF FACT

Most of the relevant facts have been stipulated and are so
found.* The stipulation of facts and suppl enmental stipulation of
facts are incorporated herein by this reference.

Petitioner resided in Gacenont, Cklahoma, at the tinme the
petition in this case was fil ed.

On January 18, 1990, petitioner's husband, S.G "Red"
Stevens (M. Stevens), as grantor, executed a Trust Agreenent
establishing a revocable inter vivos trust (the Trust) under the
| aws of the State of Okl ahoma and designating M. Stevens as
Trustee. M. Stevens’ property was transferred to, and
thereafter owned by, the Trust.

Pursuant to the ternms of the Trust Agreenent, all Trust
inconme was either distributed to M. Stevens or added to the
principal of the Trust during his lifetime. For Federal incone

tax purposes, the Trust was classified as a grantor trust.

SAll section references are to the Internal Revenue Code as
in effect for the taxable years at issue, and all Rule references
are to the Tax Court Rules of Practice and Procedure. Monetary
anounts are rounded to the nearest dollar.

“Qur findings include a correction of a typographical error
in par. 28 of the stipulation of facts; i.e., "1994" is changed
to "1993".



On January 29, 1990, M. Stevens executed a First Amendnent
to the Trust Agreenent, nodifying the estate tax apportionnent
provi sions of the Trust. (The Trust Agreenent and the First
Amendnent are collectively hereinafter referred to as "the Trust
docunents".)

On Decenber 3, 1991, M. Stevens died. Under the terns of
the Trust Agreenent, the Trust becane irrevocabl e upon his death,
and petitioner, who was M. Stevens’ second w fe, becane the
Successor Trustee. Petitioner was al so a beneficiary of the
Trust.

The Trust Agreenent instructed petitioner, the Successor
Trustee, to distribute $100,000 and certain other property to M.
Stevens’ son fromhis first marriage, Matron Garl and Stevens
(Garland). The Trust Agreenent further instructed petitioner to
distribute certain real property to Sedra Jean Farrow (Sedra),

t he daughter of M. Stevens and petitioner. These distributions
were made in accordance with the Trust docunments.

After the distributions were made to Garland and Sedra, the
bal ance of the Trust property was distributed by petitioner, as
Successor Trustee, to herself as the Trustee of a Marital Trust
created by the Trust Agreenent for her benefit. As beneficiary
of the Marital Trust, petitioner is entitled to receive the net
income fromthe Marital Trust as well as discretionary

distributions of principal. 1In addition, petitioner has been



granted a general testanentary power of appointnent. |In the
event petitioner does not exercise her power of appointnent, the
remai ni ng Trust principal and income will be distributed to Sedra
upon petitioner's death.

The Trust Agreenent also provides that, if any person
initiates |legal proceedings to invalidate the Trust or to claim
an interest in the Trust, except as otherw se provided in the
Trust Agreenment, the Trustee shall distribute $1 to such person,
and, if such person is a beneficiary of the Trust, that person
shal | not receive any benefits under the Trust Agreenent.

Under the ternms of the Trust Agreenent, the Trustee is
required to furnish an annual accounting to each beneficiary who
is entitled to receive Trust incone or principal. On May 18,
1993, Garland's attorney wote to petitioner's attorney demandi ng
an accounting for Trust beneficiaries. At that tinme, Garland was
not an incone beneficiary, and all principal distributions to
which he was entitled under the terns of the Trust Agreenent had
been made to him

On Decenber 2, 1993, Garland filed a | awsuit agai nst
petitioner, individually and as beneficiary and Successor Trustee
of the Marital Trust, and Sedra. The conplaint initiating the
lawsuit stated five "clains for relief" against petitioner and

Sedra. They were as foll ows:
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First Caimfor Relief--Cancellation, Revocation and
Reci sion of the Trust;

Second C aimfor Relief--Conversion/Fraud;

Third Cdaimfor Relief--Tortious Interference with
Expect ancy;

Fourth Caimfor Relief--Constructive Trust; and

Fifth Caimfor Relief--Punitive Damages.

Each of the clainms for relief contained or incorporated
allegations (1) that M. Stevens "was nentally inconpetent and/or
did not possess sufficient nental conprehension to understand his
actions in signing the Trust docunents"; (2) petitioner and Sedra
"caused, induced, deluded, m sled, forced, and/or unduly
influenced [M. Stevens] into signing"” the Trust docunents; and
(3) the Trust docunents "are invalid testanmentary docunents and
void as a matter of law'. None of the clains for relief in the
| awsuit contained any allegation that petitioner inproperly
di stributed Trust inconme, failed to carry out a provision of the
Trust Agreenent, failed to render an accounting to Trust
beneficiaries, or otherwise failed to adm nister the Trust
properly.

Petitioner was advised by her attorneys that it was her
duty, as Trustee, to defend against the lawsuit and to take a

position in support of the validity of the Trust Agreenent.



Petitioner diligently defended against the |awsuit on behal f of
t he Trust.

The District Court of Caddo County, State of Cklahoma (the
trial court), dismssed the third claimfor relief prior to
trial. Following a nonjury trial, the trial court sustained
petitioner's denmurrer to the evidence of undue influence,
determ ned that the Trust was valid, enforced the no-contest
cl ause, and ordered Garland to return all property he had
received fromthe Trust. Garland appealed the trial court's
ruling to the Gkl ahoma Suprene Court, which affirnmed the decision
of the trial court.

On her Federal incone tax returns for the taxable years 1993
and 1994, petitioner deducted professional fees incurred in
connection wth the lawsuit. After concessions, the fees
remai ning at issue are $350 deducted on the 1993 return and
$53, 014 deducted on the 1994 return.

ULTI MATE FI NDI NGS OF FACT

The lawsuit was brought by Garland as an heir to M.

Stevens’ estate and not as a beneficiary of the Trust. The
awsuit did not allege m smanagenent of the Trust but, instead,
sought to invalidate the Trust. Garland's clains in the |awsuit
and his demand of an accounting originated in his desire to gain
a larger share of M. Stevens’ estate than was provided under the

terms of the Trust Agreenent. The |lawsuit was defended by
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petitioner to protect the validity of the Trust and the Trust's
title to Trust property.
OPI NI ON

Section 212 authorizes a deduction for ordinary and
necessary expenses paid or incurred for, inter alia, the
managenent, conservation, or maintenance of property held for the
production of incone.® To satisfy the requirenents of section
212, the expenditure nust be reasonable in anmount and nust bear a
reasonabl e and proximate rel ati onship to the managenent,
conservation, or maintenance of property held for the production

of incone. See Bingham Trust v. Conmmi ssioner, 325 U.S. 365, 370

(1945) .
The terns "nmanagenent"”, "conservation", and "mai ntenance"
have been construed to refer to the protection, safeguarding, or

upkeep of physical assets and not to the taxpayer's retention of

®SEC. 212. EXPENSES FOR PRODUCTI ON OF | NCOME.

In the case of an individual, there shall be
all owed as a deduction all the ordinary and necessary
expenses paid or incurred during the taxable year--

(1) for the production or collection of
i ncone;

(2) for the managenent, conservation, or
mai nt enance of property held for the
production of incone; or

(3) in connection with the
determ nation, collection, or refund of any
t ax.



ownership of the property. See United States v. G lnore, 372

US 39, 44 (1963); Reed v. Comm ssioner, 55 T.C. 32, 42 (1970);

Duntley v. Conmi ssioner, T.C Menp. 1987-579. Therefore, to be

deducti bl e under section 212, professional expenses nust be
directly connected or proximately related to the nanagenent,

conservation, or maintenance of the property. See Bi ngham Trust

V. Conm ssioner, supra at 375; Duntley v. Conm Ssioner, supra.

Conversely, expenditures paid or incurred in defending or
perfecting title to property, such as |egal expenses in a suit to
quiet title to real estate and expenses paid to protect one's
right to property of a decedent as a beneficiary under a
testanentary trust, constitute a part of the cost of property and

are not deductible expenses. See Wodward v. Conm ssioner, 397

U S 572, 575 (1970); Boagni v. Comm ssioner, 59 T.C. 708, 711-

712 (1973); sec. 1.212-1(k), Income Tax Regs.; see al so sec.
1.263(a)-2(c), Income Tax Regs., which classifies "The cost of
defending or perfecting title to property" as a capital
expendi t ure.

Petitioner contends that the disall owed professional fees at
issue in this case are deductible under section 212, because (1)
defendi ng against the |lawsuit protected her taxable incone
stream and (2) the fees were ordinary and necessary expenses
incurred in that effort. Petitioner also contends that the

di sal |l oned professional fees qualify as ordinary and necessary
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litigation expenses incurred in connection with the perfornmance
of her duties of admnistration within the neaning of section
1.212-1(i), Inconme Tax Regs. Respondent contends that the

di sal | owed professional fees represent capital expenditures

wi thin the neaning of section 263, because the fees were incurred
to defend the validity of the Trust and its title to Trust
property. W agree with respondent.

Whet her professional fees incurred in connection with
litigation are deducti bl e expenses under section 212, or are
capital expenditures under section 263, requires an exam nation
of the origin of the clains giving rise to the professional fees.

See United States v. Glnore, supra at 49 ("the origin and

character of the claimw th respect to which an expense was
incurred, rather than its potential consequences upon the
fortunes of the taxpayer, is the controlling basic test of
whet her the expense was 'business' or 'personal'"); Boagni V.

Commi ssi oner, supra at 712-713.

This Court has applied the origin-of-the-claimtest to
eval uate the deductibility of litigation expenses under both
section 162 and section 212 and has extended the origin-of-the-

claimtest to cases involving the defense or perfection of title

to property. See Boagni v. Comm ssioner, supra at 713 (citing

Reed v. Conmi ssioner, 55 T.C. 32, 39-41 (1970)); see al so sec.

1.212-1(k), Inconme Tax Regs., which provides in pertinent part:
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(k) Expenses paid or incurred in defending or
perfecting title to property, in recovering property
(other than investnent property and amounts of incone
whi ch, if and when recovered, mnmust be included in gross
incone), or in developing or inproving property,
constitute a part of the cost of the property and are
not deducti bl e expenses. * * * Expenses paid or
incurred in protecting or asserting one's rights to
property of a decedent as heir or |egatee, or as
beneficiary under a testanentary trust, are not
deducti bl e.

Petitioner contends that respondent m scharacterizes the
prof essional fees incurred to defend Garland's | awsuit as costs
to defend title to Trust property and/or to protect rights to
property within the neaning of section 1.212-1(k), Inconme Tax
Regs., because, according to petitioner, none of the clains for
relief involved the acquisition or defense of title to property.

Petitioner cites Estate of Kincaid v. Conm ssioner, T.C. Mno.

1986-543, in support of her contention that, where the origin of
the claimwas the prevention of conduct which would be
detrinmental to her interest as incone beneficiary, the litigation
costs are deductible. Petitioner argues that, just like the

taxpayer in Estate of Kincaid, she defended the |lawsuit in her

capacity as incone beneficiary to prevent inpairnment of the
production and collection of inconme from Trust assets.

Petitioner m sapplies our decision in Estate of Kincaid v.

Commi ssioner, supra. |In Estate of Kincaid, the taxpayer's

husband established a trust for which a bank was trustee. Under

the ternms of the trust agreenent, the bank was required to pay
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the taxpayer nonthly installnments of incone fromthe trust
property and, at the taxpayer's direction, to distribute limted
anounts of principal. Because the taxpayer believed that she was
not receiving the amount of inconme fromthe trust to which she
was entitled, she sued the bank, alleging in her conplaint
conflicts of interest, breach of fiduciary duty, and trust

m smanagenent .

In Estate of Kincaid, we quoted Boagni v. Conm Ssioner,

supra at 713, which described the objective of the "origin-of-
the-claint analysis and the manner in which it was to be
conducted as foll ows:

the "origin-of-the-claim * * * inquiry is directed to
the ascertainment of the 'kind of transaction' out of
which the litigation arose. Consideration nust be
given to the issues involved, the nature and objectives
of the litigation, the defenses asserted, the purpose
for which the claimed deducti ons were expended, the
background of the litigation, and all facts pertinent
to the controversy.

Estate of Kincaid v. Conm ssioner, supra. Applying this

anal ysis, we concluded that the litigation costs incurred by the
t axpayer were deducti bl e under section 212, since "The origin and
character of the 'claim or protection sought by * * * [the
taxpayer] had its source in the nanagenent and conservati on of

i ncome- produci ng property in which * * * [the taxpayer] held an
interest as an inconme beneficiary.” 1d. W arrived at this
concl usi on based on evidence that the taxpayer "believed that she

was receiving |less than her anticipated anount of incone because
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of m smanagenent and waste of the Trust assets by the trustee".
Id. In fact, the taxpayer's attorney in the lawsuit testified
that "a goal of his lawfirmwas to 'get what was considered a
fair admnistration of the trust to those people who were
intended to be the beneficiaries of the trust'". 1d.

The belief that the trust in Estate of Kincaid was being

m smanaged to the detrinment of the taxpayer's interest as inconme
beneficiary was the origin of the clains made in the |awsuit, and
we so found, holding that the expenses were deductible for the
managenent, conservation, or maintenance of property held for the
production of incone under section 212. See id.

In the case before us, however, it is clear that the | awsuit
had nothing to do with all eged abuses in the adm nistration of
the Trust. In fact, the lawsuit was a direct attack on the
validity of the Trust. Garland s clainms--undue influence, |ack
of capacity, conversion, fraud, etc.--were all alternate theories
to invalidate the Trust and gain a |larger share of his father's
estate. Each claimfor relief was based on allegations that M.
Stevens was nentally inconpetent and that petitioner caused,

i nduced, deluded, m sled, forced, and/or otherw se unduly
i nfluenced M. Stevens to execute the Trust. None of the clains
i ncluded al |l egati ons of m smanagenment or waste of Trust assets,

or diversion of Trust incone.
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Garland's clains originated in his attenpt, albeit
unsuccessful, to invalidate the Trust and acquire an interest in

the Trust assets. Unli ke the Estate of Kincaid case, the

prof essional fees were incurred by petitioner in a dispute over
title to property between Garland and the Trust. Such expenses
are nondeducti bl e capital expenditures. See secs. 1.212-1(k) and

1.263(a)-2(c), Income Tax Regs.; see also Boagni v. Conm ssioner,

59 T.C. at 713; Arthur H DuGenier, Inc. v. Conm ssioner, 58

T.C. 931, 938 (1972); Seidler v. Conmm ssioner, 18 T.C 256

(1952); Duntley v. Conm ssioner, T.C Meno. 1987-579.

Petitioner bases a second argunment for deductibility of her
prof essional fees on the fact that she incurred the expenses in
her role as Successor Trustee. Petitioner argues that her
fiduciary duty to defend the Trust renders the professional fees
deducti ble as ordinary and necessary expenses of Trust
adm nistration, citing section 1.212-1(i), Incone Tax Regs.
There is no higher or nore inportant duty than defending a trust
agai nst attack, petitioner contends, and thus her |egal fees nust
be deductible. Respondent counters that, since the |egal fees
associated wth petitioner's duties of adm nistration originated
in the defense of the Trust, the fees are capital expenditures
under the origin-of-the-claimtest.

Section 1.212-1(i), Income Tax Regs., provides:

(1) Reasonable anpunts paid or incurred by the
fiduciary of an estate or trust on account of



- 15 -

adm ni stration expenses, including fiduciaries' fees
and expenses of litigation, which are ordinhary and
necessary in connection with the performance of the
duties of adm nistration are deductible under section
212 notwithstanding that the estate or trust is not
engaged in a trade or business * * * [Enphasis added.]

The phrase "duties of adm nistration” is not defined in section
1.212-1(i), Inconme Tax Regs. Petitioner would have us define it
in this case to include the defense of a lawsuit in which a
trustee is sued, regardless of the nature of the clains asserted,
arguing that a trustee has a fiduciary duty to defend any | awsuit
which threatens the integrity and operation of the Trust.

Petitioner relies on our decisions in Mbore Trust V.

Comm ssioner, 49 T.C. 430 (1968) and Estate of Barnhart v.

Commi ssi oner, T.C. Menp. 1959-42, to support her argunent.?

Again, we must reject petitioner's position. An exam nation
of the cited cases reveal s why.

In Moore Trust, a trustee sought judicial interpretation of

the trust instrument to determ ne whether the remainder interests
coul d be accelerated following the life tenant's renunci ati on of
her interest in the trust. The litigation at issue did not
involve any claimthat the trust was invalid but was filed to
resolve an interpretive issue raised by the trust agreenent

impacting directly on the manner in which the trust would be

W accept, arguendo, petitioner's contention that she owed
a fiduciary duty to defend the Trust against Garland s | awsuit.
See First Natl. Bank v. Stricklin, 347 P.2d 652 (CGkla. 1959).
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adm ni stered. There, we held that the lawsuit primarily’
involved clains related to the trust's adm nistration, rather
than title, and thus a deducti on under section 212 was al |l owed.

See Moore Trust v. Conm SSioner, supra.

In the Estate of Barnhart case, the underlying | awsuit

i nvol ved nine specific clainms which can be grouped into two
general sets of clains. Under the first set of clains, the
plaintiffs charged the taxpayer with waste and m smanagenent of
the trust, seeking to have her renoved as trustee and have the
wast ed assets restored. The second set of clains alleged that

t he taxpayer | acked the power to appoint beneficiaries of the
trust by wll, and that the plaintiffs, as heirs at |aw, were
entitled to the corpus upon the death of the taxpayer. The
validity of the trust and the taxpayer's right to receive all the
i ncone therefromwere unchall enged. As the taxpayer was el derly
and w t hout descendants, we concluded that her principal purpose
in challenging the plaintiffs’ assertion of remainder rights was
to preclude their challenge to her continued adm nistrati on of
the trust.® Therefore, we held that, because the suit was

principally related to the trust's managenent and not its title

Al t hough we no | onger use the primary-purpose test,
application of the origin-of-the-claimtest in that case would
not have materially changed our decision. See Myore Trust V.
Commi ssioner, 49 T.C 430, 443-446 (1968) (Tannenwald, J.,
concurring).

8See supra note 7.
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to trust assets, the |legal expenses incurred in defense of the
| awsuit were deducti bl e.

Mbore Trust v. Commi ssioner, supra, and Estate of Barnhart

v. Comm ssioner, supra, are distinguishable fromthe present case

because the principal focus of Garland' s lawsuit was to
invalidate the Trust. Distilled to their essence, Garland's
clains originated in his attenpt to obtain a |larger share of M.
Stevens’ estate. The clains required the trial court to address
whet her the Trust received title to the corpus validly or by
virtue of undue influence. The origin of the clains in Garland's
lawsuit was Garland's desire to elimnate the Trust. Only then
could he assert a claimto the assets as M. Stevens’ heir.

In a final effort to salvage sone part of a deduction for
the litigation costs which she incurred, petitioner argues that,
at a mninmum we should allocate the costs anong the various
clainms for relief contained in Garland' s conpl aint and then all ow
a deduction for that portion of the costs that qualifies for

deducti on under section 212. She cites Dye v. United States, 121

F.3d 1399, 1406 (10th Cr. 1997),° in support. Although the

decision in Dye v. United States stands for the proposition that

an allocation nust be nade anong different causes of action in

appropriate cases, this is not such a case. The clains for

°The present case is appeal able to the Court of Appeals for
the Tenth Circuit.
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relief asserted in Garland' s |lawsuit were not separate and

di stinct causes of action but, instead, were an anal gam of
theories for invalidating the Trust (e.g., undue influence and
fraud) and renedies to enhance his potential recovery (e.g.,
constructive trust and punitive damages). This is confirnmed by
the testinmony of petitioner's attorney who testified at trial
that "the first claim the second claim and the fourth claim
basically nerge. They're the sanme issues factually. They're
just different theories, pled in the alternative * * * involving
an el ement of fraud".

Petitioner's attorney also testified that 75 percent of his
fees were allocated to the first, second, and fourth clainms and
that 25 percent was allocated to the third claimfor relief which
all eged tortious interference wth an expectancy and was
dism ssed prior to trial. Petitioner's attorney confirnmed that
the allocation was not based on precise recordkeepi ng but rather
was an estimate. The allocation is not controlling here for
several reasons. The first is that the allocation was nmade anong
clains for relief which suffer fromthe sanme infirmty--each one
is grounded in an attenpt to invalidate the Trust. Regardless of
whet her an allocation is nmade, none of the costs so allocated are
deducti bl e because they do not satisfy the standard for
deductibility under section 212. The second reason is that

petitioner has failed to prove that the allocation is anything
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nore than a guess nmade to sal vage sone part of a deduction out of
that which is sinply not deductible. The professional fees at
issue were incurred in defending a | awsuit which sought to
invalidate the Trust. An allocation with respect to the various
clains for relief, even if made, would not change our concl usion
or the result that flows fromit. The professional fees are not
deducti bl e under section 212; they are capital expenditures under
section 263.

We have carefully considered all remaining argunents nmade by
petitioner for a result contrary to that expressed herein, and,
to the extent not discussed above, we find themto be irrel evant
or without nerit.

Concl usi on

The professional fees incurred by petitioner in connection
wth the Trust litigation had their origin in a dispute over
title to property. Therefore, those fees nust be capitalized.

To reflect the foregoing and the concessions by both
parties,

Decision will be entered

under Rul e 155.




